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ABSTRACT
In an era of increasing competition in the financial 
services industry, it is imperative that strategic 
planners, operations personnel and line employees have at 
their disposal the ability to.call upon information not 
only about groups of customers, but specific individual 
customers as well. Providing this sort of analysis at the 
customer level with any degree of precision requires a 
great deal of information, and the wherewithal to collect 
and collate that 'information in a way that can be made 
easily accessible to the lay or unsophisticated reader. It 
will be the focus of this paper to propose a solution to 
this problem for financial institutions. While the concept 
of CRM cuts across virtually all departments of an 
organization, the focus of this paper will be to analyze
customer relationship management from the financial
perspective. A solution to this problem is being proposed 
in the form of software packages that measure customer
profitability.
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CHAPTER ONE
CUSTOMER RELATIONSHIP MANAGEMENT
What is Customer Relationship Management?
As far back as the late 1960's, management theorist 
Ted Levitt suggested that the purpose of a business was to 
"create and keep a customer." From this perspective, it
was assumed that the entire business process should be
viewed as a "tightly integrated effort to discover, 
create, arouse and satisfy customer needs" (Fox, 2004) .
Customer relationship management (CRM) may be defined 
as: "A business strategy that seeks to retain and develop 
profitable customer relationships by understanding and 
anticipating their evolving financial needs, and
maximizing the lifetime value of each customer
relationship." (Level Five Strategic Partners, Inc. 
http://www.levelfive.ca)
Customer relationship management (CRM) is now being 
actively considered, studied and implemented by 
organizations of all types throughout the business world. 
Recent market analyses suggest that the CRM software
market is set to grow by 700% over the next three years
and is estimated to generate total revenues of
approximately $3 billion in 2004. Whatever the numbers may
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turn out to be, it is clear that beneath this "camouflage 
of expensive technology and fancy software packages" (Fox, 
2004) sits the deeply embedded business concept that 
suggests that knowing, understanding and serving the 
customer should be at the core of what organizations do
best.
The financial services industry is becoming 
increasingly competitive. In addition to the reality that 
interest margins - the difference between revenues earned
from loans, and expenses incurred from paying customers
for their deposits - have continued to narrow, and can be 
expected to do so for the foreseeable future, it is also
true that the traditional role of financial institutions
as repositories for various types of depositary
instruments, and purveyors of loan products of multiple 
varieties is changing rapidly. Because of relaxation in 
regulatory restrictions that have taken place over the 
past decade, in addition to deposit and loan products, the
industry now is able to offer consumer and commercial
insurance, trust and fiduciary services, mortgage
services, investment services, tax services, and overall
financial planning. It is not presently expected that the 
industry will ever revert back to its traditional business
model. Accordingly, one of the primary goals of financial
2
institution managers at the present time must be to 
capture the largest percentage of "wallet share" that is 
possible, to be the "one-stop shop" for virtually 
all-financial products. One of the most effective ways to 
begin to capture this revenue is to better understand the
customer. A better understanding of the customer can be
accomplished through the use of an effective customer 
relationship management program (CRM).
So what is CRM, and what are the real benefits for
companies in general, and for a financial services
provider in particular? Building sustainable and
successful relationships with a large customer base is not 
the easiest thing to do, and will have a direct impact on 
many, if not all, core operational processes. It is not 
purely a technical issue. It is not only about software 
implementation, and it is not just about sales and 
marketing. Rather, it is about the interactions of all
aspects of the business with its customers. CRM is about 
creating a competitive advantage by being the best at 
understanding, communicating, delivering and developing 
existing customer relationships in addition to creating 
and keeping new customers. CRM demands that a clear 
understanding be developed of which customers create 
profits and which customers degrade them. The success of
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CRM rests not only on the successful implementation of 
technology solutions, but also on an overall change in the 
organization structure at virtually all levels. This 
narrative attempts to concentrate more specifically on the 
technological aspects of an overall CRM solution.
Data Mining
Data Mining may be described as: "The process of 
extracting valid, previously unknown and actionable 
business information from large, consolidated databases 
and using it to support business decisions" (Level Five 
Strategic Partners, Inc., 2003).
Most marketers understand the value of collecting
data, but also realize the challenges of leveraging this
knowledge to create intelligent, proactive pathways back 
to the customer. Data mining - technologies and techniques 
for recognizing and tracking patterns within data - helps 
businesses sift through layers of seemingly unrelated data 
for meaningful relationships, where they can anticipate,
rather than simply react to, customer needs.
The term "Data Mining" is loosely described as "the 
extraction of hidden, predictive information from large 
databases"..."Data mining tools predict future trends and 
behaviors, allowing businesses to make proactive,
4
knowledge-driven decisions. The automated, prospective 
analyses offered by data mining move beyond the analyses 
of past events provided by retrospective tools typical of 
decision support systems. Data mining tools can answer 
business questions that traditionally were too time 
consuming to resolve. They scour databases for hidden 
patterns, finding predictive information that experts may
miss because it lies outside their expectations"
(Thearling, 2000).
Data mining and CRM software allows users to analyze 
large databases to solve business decision problems. Data 
mining is, in some ways, an extension of statistics, with 
a few artificial intelligence and machine learning twists 
thrown in. Like statistics, data mining is not a business 
solution, it is just a technology. CRM, on the other hand, 
involves turning information in a database into business
decisions.
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CHAPTER TWO
IMPROVED ACCOUNTING METHODS FOR FACILITATION
OF INTERNAL COST ANALYSES
Historically, the various means of determining 
customer profitability have been unwieldy, very difficult 
to work with, and the results generated often unreliable.
The various financial tasks required to extract such data 
have often been hindered by the very accountants that were 
supposed to facilitate an understanding of how to derive 
those key financial statistics. This fact has a great deal 
to do with the history of management accounting practices, 
and with the lack of acceptable technologies that were
understandable and trustworthy.
Although there were numerous innovative management
accounting techniques introduced during the early part of 
the 20th century, those techniques did not evolve to any 
appreciable degree from that point forward. "Criticism of 
management accounting techniques came to a head in the 
1980's. Writing in the "Harvard Business Review," Robert 
Kaplan "questioned the relevance of the management 
accounting practices in place at that time. Mr. Kaplan 
co-authored a book called "Relevance Lost: The Rise and. 
Fall of Management Accounting" (Meltzer, 2002). This work
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created a watershed in the development of management 
accounting, leading to a number of new techniques and 
applications of new technologies. The principal criticisms 
of traditional management accounting can be summed up as
follows:
• They do not meet the needs of today's
industries.
• Product costing systems provide misleading 
information that can lead to the wrong decisions 
being made.
• Financial accounting requirements make
management accounting subservient to external
reporting needs.
• There is too much focus on internal activities
with little attention given to what exists 
externally and affects the way a firm operates.
With respect to the foregoing criticisms, financial 
service providers have traditionally applied costing 
assumptions in order to gain a better understanding of 
customer profitability, many of which are now seen as 
ineffective at best, and misleading at worst. A few of 
those assumptions are summarized as follows:
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• Account balances: The higher the account 
balance, the more valuable the customer is.
• Multiple account and product relationships: The 
more accounts the customer has and/or the more 
products the customer has means they are more 
profitable than those with fewer accounts and 
products.
• Particular products used: If a customer uses 
specific high-value services such as private 
banking or investment facilities, then by 
default they must be valuable customers.
• Socio-demographics: Where the customer lives, 
occupation and income can be used as predictors 
of potential or actual customer profitability.
• Use of facilities: The more the staff of a
financial services provider has contact with the
customer, or the more transactions that are
executed, the more we can assume that the
customer must be more valuable than the customer
that is invisible.
The assumptions heretofore noted may seem a
reasonable way in which to evaluate the profitability of a 
customer, or pool of customers exhibiting similar
8
characteristics. However, what these assumptions neglect 
to address is what, in the final analysis, is the most 
important factor in making such a determination. It should 
be obvious that the actual cost of servicing the customer 
should be the primary consideration in measuring 
profitability. And yet, under this antiquated paradigm,
cost seemed not to be a consideration.
For example, under the "account balance" scenario, it 
is necessary to measure the customers' usage of other 
services to determine whether they are profitable or not.
The fact that a customer has multiple account and product
relationships does not necessarily lead to increased 
profits if the product mix is wrong, or if the accounts 
incur high costs. As regards the socio-demographics of a 
customer, again we must return to an analysis of the
actual cost incurred in servicing a customer. Finally, the
number of times a customer accesses the institution's
transactional facilities - especially with respect to
direct, face-to-face contact - the higher the financial
costs, and the greater the chance that the relationship
will be unprofitable, or only marginally profitable.
It is clear, then, that the above-noted assumptions
are not satisfactory measures of customer profitability. 
What is needed is a set of principles that will enable a
9
consistent and reliable approach to profitability
measurement.
To determine customer or product profitability, a
business would normally look to its existing costing 
systems. Typically, these systems are based on the 
standard accounting rules that measure revenue and costs 
for the current accounting cycle, usually a year. Such
systems fail to quantify the potential profits or losses
attached to individuals, customer segments or to the range 
of services they utilize. Rarely is there sufficient
detail available to determine the relative cost and
revenue picture for the individual, specific customer
segment, or particular product. Moreover, to the extent
the cost or profit associated with specific products has 
been measured in the past, such measurement has occurred
only vertically, from development through sales, with no
attempt to quantify any costs borne horizontally through 
an institution's administrative and back-office expenses. 
To overcome the limitations in this historical approach, 
we must view the new allocation methodology known as
Activity Based Costing (ABC).
"Activity based costing is defined as the collection
of financial and other performance data tracing the
significant activities of the firm to product costs"
10
(Weiner, 1999). The significant part of this definition is 
tracing activities to costs, as opposed to starting with 
costs and assuming that the institution must spread such
costs across activities. ABC emphasizes the need to 
understand the behavior of costs and how they relate to 
products and services. The ABC system breaks down '
departmental costs into distinguishable activities, such 
as account openings, payments, system development, ATM 
usage, and other transaction-based activity. The design of 
an ABC system for a financial institution can involve the 
following steps:
• Identification of the major activities that take 
place in the company.
• Creating a cost pool or cost center for each 
activity in the company.
• Identification of the direct cost categories for
each product.
• Identification of the indirect cost pools and
development of a rate to allocate the costs
associated with the products.
• Determining the cost driver for each major
activity.
11
Assigning the cost activities to financial 
products and services according to the financial
products' demand for various activities
(Meltzer, 2002).
Activity-based costing, then, provides a means of 
more accurately tracing and assigning costs from all 
departments, based upon rational examination and
measurement of the activities that support the products,
and ultimately service to the customer.
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Activity Based Costing
The ABC Model
Resources (General Ledger and Statistical Data
■ i r
Activity-Level Drivers
1 r
Activity Cost Pools
r
Activity Level Drivers
Organizational Products Customers
Figure 1. Activity Based Costing Sheet
ABC makes it possible to reduce costs to a per-unit 
basis. "Institutions need meaningful unit costs that they 
can use to determine the profitability of various 
organizational units, products, customers and lines of 
business...A financial institution needs to develop 
standard activity-based unit costs so that its managers 
everywhere across the organization can accurately predict 
the costs for the delivery of any product or service to a
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customer" (Weiner, 1999). "Predictability is especially 
important when measuring customer profitability. Managers 
of customer relationships have a right to expect that the
costs allocated to their customers will be the same from
month to month during a specified period of time...When a
financial institution knows its standard unit costs, it
can use spending and volume variance analysis to identify
capacity issues and to evaluate the productivity and 
efficiency of operations" (Weiner, 1999) .
"Customer profitability measurements recognize that
customers use products one unit at a time. For this 
reason, an institution must have good product and
activity-level unit costs in addition to customer-level 
net interest margin to accurately manage profitability at 
the customer level" (Weiner, 1999).
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CHAPTER THREE
A TECHNOLOGY SOLUTION
The concept of the product'life cycle is giving way 
to the concept of the customer life cycle. The customer 
life cycle places its focus on lengthening the life span 
of the customer with the organization, rather than the 
endurance of a particular product. CRM philosophy 
implicitly recognizes that customers have changing needs 
as they grow, and as their lifestyles alter. The 
development and provision of products or services that 
continuously seek to satisfy those needs should be the 
.objective of the organization seeking to shift its 
perspective toward a customer life cycle. A good CRM 
strategy seeks to take the business vision and apply it to 
the customer base by asking the following questions:
• What products and services are we offering now 
and what products and services will we be
offering in the future?
• In what markets will such products and services
be offered?
• What customer groups will these products and
services appeal to?
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• Which of these products and services are of most 
value to the organization in terms of 
profitability and of growth potential?
• What additional needs do the most valuable
customer groups have?
• What different ways can we be doing business to
deliver to our customers better?
When considering the implementation of any CRM 
strategy, one of the organization's principal strategic 
objectives must be to implement several software tools 
that will quantify in financial and economic terms the 
relative value of certain groups of customers. These tools
will utilize data extracted from the company's central
database and then make assumptions about a group's
behavior as it relates to the need for financial services.
In the financial services industry, a good customer 
profitability system should endeavor to incorporate a 
powerful set of tools that measure profitability at the 
account, customer and relationship level. This information
must obviously bear a direct relationship to the financial 
statements of the firm. It is expected that full 
implementation of such a technology solution would provide
the ability to determine:
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• Which customers the institution will want to
attract or retain (Profitable customers)
• Which customers the institution might want to 
actively encourage to seek financial services 
elsewhere (Unprofitable customers)
• Pricing on services and product delivery
features, what customers should be charged, and
how much such charges should be
• Steps that can be taken to improve incremental 
relationship profitability
• Where opportunities for cross-selling exist
• ROE for each customer relationship
• Other financial measures as are deemed
appropriate and/or necessary
While it is true that reengineering a corporation in 
any manner should be considered a process of on-going
refinement, it is also true that certain milestones and 
objectives must be set in order to keep the collective 
mindset on the overriding strategy. When the CRM solution 
is fully implemented, it is expected that the institution
will be able to define the contribution of each
relationship, and then highlight the products and services 
that affect the profitability of that relationship. It is
17
also assumed that profitability management will be
enhanced by bridging the information gap between
departments within the company in the following ways:
• Business development managers will be able to 
obtain objective support for pricing and other
decisions.
• Marketing will be able to create cross-selling 
strategies by identifying the profit 
contribution of specific relationships and the 
factors shaping profitability.
• Senior Management will be able to obtain regular 
■ and objective measurements of departmental,
branch and officer performance.
A comprehensive customer profitability system can 
help customers as well as the financial institution itself
by providing the appropriate tools for optimum matching of 
products, features, and pricing to customer needs. Such a
tool should also make it possible to rank the customer
relationships in the following ways:
• Institution
• Branch
• Team
• Officer or other employee
18
• Back office department
• Geographic location
• Other ways as appropriate
19
CHAPTER FOUR
SPECIFIC CUSTOMER PROFITABILITY SCENARIOS
With respect to the financial services industry, the 
relative profitability of each customer or group of 
customers can often be deceiving. While it might appear 
intuitively obvious that the customer who has $100,000 on 
deposit at any given time would be more profitable than 
the customer who maintains a very low balance, analysis of 
the numbers may reveal a completely different conclusion.
The financial institution is required to pay
dividends on deposits that its customers make. For
purposes of this argument, we will use 5% per annum as a 
dividend rate, applied to the previously noted deposit
balance of $100,000. Let us further assume that the
institution will reinvest this $100,000 deposit at an
interest rate of 6%. Application of simple arithmetic
reveals that the amount paid to the customer in the form
of interest amounts to $5,000 over the course of a year
($100,000 x 6% = $5,000), while the amount the institution
earns by reinvesting that money over the same period of
time amounts to $6,000 ($100,000 x 6%). The difference of
$1,000 is the gross margin that is actually realized by
the institution. Conversely, if we make the presumption
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that the low balance customer will overdraft his checking 
account a minimum of one time every week, and that the fee 
assessed for this overdraft is $25 per occurrence, then 
the total amount of revenue realized by the institution 
over the course of a year under such a scenario would be 
$1,300 ($25 x 52 weeks).
The foregoing comparison clearly demonstrates that 
the customer who maintains a high deposit balance might 
not necessarily qualify as the most profitable customer 
for the institution when compared to the low balance
customer who consistently generates a high number of 
service charges. Obviously, the foregoing scenario does
not include any internal costs that would necessarily be 
generated to handle either customer, but it seems 
self-evident that if all things were equal, the
low-balance customer could be considered to be at least as
profitable as the high-balance customer. Therefore, it is
being suggested that there can be no hard and fast rules
that, when applied, will necessarily guarantee the
positive financial performance of a particular individual 
or relationship. Rather, it is being asserted that the 
specific components of the relationship, and the specific 
characteristics of each of those components must be
21
carefully and independently analyzed to determine the 
relative profitability of a given relationship.
Another typical scenario might involve the so-called 
"CD Shopper." Such a term as applied within the context of 
a financial institution represents a customer who is 
motivated strictly by the interest rate that can be earned 
on a certificate of deposit, and who will not accept an 
interest rate that is anything less than a rate that is 
comparable to or ideally even above the highest that is 
offered in the marketplace. Typically, such a customer has 
no loyalty to the financial institution with which he is 
doing business at any given time, but instead tends to 
move from bank to bank, based simply upon who is willing 
to offer the highest-yielding depositary instrument. For 
the customer that is interested in borrowing, there is
also rate shopping. Such a customer is motivated in 
exactly the opposite manner as is the customer who shops 
for high yielding depositary instruments. This customer
looks for the lowest rate and the most favorable terms on
loan products. Again, customer loyalty to the institution
is scant to non-existent.
The following exhibit will illustrate with real data
just exactly how much of a drag on earnings can be created 
by accommodating customers by pricing certificates
22
incorrectly. This analysis will also show the negative 
financial effect created by incorrect pricing of other 
types of deposit and loan products.
■ The accompanying analysis examined a total of 43,482 
customers across virtually all product lines. It utilized
data extracted directly from a large, central core
processing system. This "mainframe" system supports 
transaction activity for tens of thousands of customers,
and millions of transactions per year. The overwhelming
number of these transactions are executed through business 
conducted directly at branch offices, by telephone -
whether automated or via direct contact with call center
personnel, and through a secure website on the Internet. 
The sample was extracted from a large database
containing transaction information on approximately 
139,000 customers. Sample data was examined for 11.70% of 
this total population. This sample represents all loan and 
deposit customer activity for one branch location on a 
rolling twelve-month basis. The sample includes detail 
regarding the average balance of all transactions within a
certain category, the total 12-month profit or loss 
generated within those categories, and the average balance 
and profit of all the customers in the sample.
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The data was first sorted according to product type,
and was then sorted as to whether or not that product had 
generated a profit or loss over the twelve-month period 
being examined. After all sorts had been made, the data 
was then collated, summarized, and arrayed into tables 
from which assumptions about data characteristics could 
subsequently be extracted and interpreted.
Product Name
Number of 
Items
Average
Balance
12-Month 
Profit
Average Per Customer
Balance Profit
Auto Leases 375 9,995 146,324 27 390
Certificates of
Deposit 1,140 19,704 (1,010,228) 17 (886)
Charged-off Loans 285 4,908 200,461 17 703
Checking 14,017 1,989 1,119,458 0 80
CMA Checking 588 19,357 270,309 33 460
Commercial Checking 512 5,614 246,988 11 482
Commercial CMA 35 86,451 (79,932) 2,470 (2,284)
Commercial Secured 76 108,650 224,787 1,430 2,958
Commercial Shares 4 25,649 681 6,412 170
Commercial Unsecured 19 7,375 (8,097) 388 (426)
Fixed Real Estate 47 79,124 55,307 1,683 1,177
Fully Secured 67 3,688 2,199 55 33
Home Equity 639 13,544 360,957 21 565
Individual
Retirement Accounts 385 23,585 (488,280) 61 (1,268)
Line of Credit 2,803 2,556 245,801 1 88
New Auto 1,036 10,821 121,054 10 117
New Auto Dealer 908 7,011 439,313 8 484
Other Secured 153 13,221 151,887 86 993
Regular Shares 17,481 4,485 623,649 0 36
Signature 1,265 2,859 261,987 ■ 2 207
Used Auto 1,119 7,154 121,590 6 109
Used Auto Dealer 527 3,944 172,139 7 327
Variable Real Estate 1 61,176 1,692 61,176 1,692
43,482 3,180,044
Figure 2. Blended
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This exhibit shows a summary of all loan and deposit 
data as culled from the entire sample population.
Examination of the totals shows the number of items 
represented in the sample, and the total amount of profit 
generated from those items.
Product Name
Number of Average 12-Month
Profit
Average Per 
Customer
Items Balance Balance Profit
Auto Leases 99 0 (1,430) 0 (14)
Certificates of 
Deposit 1,140 19,704 (1,010,228) 17 (886)
Charged Off Loans 0 0 0
Checking 8,157 983 (281,118) 0 (34)
CMA Checking 116 1,777 (3,360) 15 (29)
Commercial Checking 194 1,278 (5,681) 7 (29)
Commercial CMA 34 40,103 (80,135) 1,179 (2,357)
Commercial Secured 42 ' 16,011 (34,200) 381 (814)
Commercial Shares 3 75 (138) 25 (46)
Commercial Unsecured 15 1,488 (9,498) 99 (633)
Fixed Real Estate 20 16,055 (9,156)■ 803 (458)
Fully Secured 33 2,044 (3,195) 62 (97)
Home Equity
Individual Retirement
90 3,695 (11,786) 41 (131)
Accounts 384 8,980 (488,597) 23 (1,272)
Line of Credit 1,724 182 (122,848) 0 (71)
New Auto 440 7,435 (67,151) 17 (153)
New Auto Dealer 8 316 (5) 40 (1)
Other Secured 22 2,814 (1,725) 128 (78)
Regular Shares 12,268 363 (343,587) 0 (28)
Signature 273 829 (10,570) 3 (39)
Used Auto 437 4,485 (52,808) 10 (121)
Used Auto Dealer 5 523 (3) 105 (1)
Variable Real Estate 0 0 0
25,504 (2,537,220)
Figure 3. Negative
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This exhibit shows a summary of all loan and deposit 
data that is shown by this analysis to be unprofitable. 
Again, the number of items and the magnitude of the 
dollars gleaned from the sample are also shown in the
exhibit.
Subject Financial Institution Branch Office 
Analysis of Customer Accounts - Positive Profit 
The 12 Month Period Ended March 31, 2004
Average Per
Number ofAverage 12-Month Customer
Product Name Items Balance Profit Balance Profit
Auto Leases 276 19,991 147,754 72 535
Certificates of Deposit 0 0 0 0 0
Charged-off Loans 285 4,908 200,461 17 703
Checking 5,860 2, 996 1,400,575 1 239
CMA Checking 472 36,937 273,670 78 580
Commercial Checking 318 9, 949 252,669 31 795
Commercial CMA 1 132,798 203 132 ,7 98 203
Commercial Secured 34 201,289 258,986 5, 920 7,617
Commercial Shares 1 51,222 820 51, 222 820
Commercial Unsecured 4 13,263 1,401 3, 316 350
Fixed Real Estate 27 142,194 64,463 5, 266 2,388
Fully Secured 34 5,333 5,394 157 159
Home Equity 549 23,392 372,743 43 679
Individual Retirement Accounts 1 38,190 317 38, 190 317
Line of Credit 1,079 4,930 368,649 5 342
New Auto 596 14,208 188,205 24 316
New Auto Dealer 900 13,706 439,318 15 488
Other Secured 131 23,628 153,612 180 1,173
Regular Shares 5,213 8,608 967,236 2 186
Signature 992 4,888 272,557 5 275
Used Auto 682 9, 824 174,397 14 256
Used Auto Dealer 522 7,366 172,142 14 330
Variable Real Estate 1 61,176 1,692 61, 176 1,692
17,978 5,717,263
Figure 4. Positive
This
data that
exhibit shows a summary of all loan and deposit 
is shown by this analysis to be profitable. The
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number of items in the sample, and the magnitude of the 
dollars those items represent are both shown in the
exhibit.
Product Name
Number of 
Items
Average
Balance
12-Month Average Per Customer
Profit Balance Profit
Auto Leases 375 19,991 146,324 53 390
Charged-off Loans 285 4,908 200,461 17 703
Commercial Secured 76 108,650 224,787 1,430 2,958
Commercial Unsecured 19 7,375 (8,097) 388 (426)
Fixed Real Estate 47 79,124 55,307 1, 683 1,177
Fully Secured 67 3,688 2,199 55 33
Home Equity 639 13,544 360,957 21 565
Line of Credit 2,803 2,556 245,801 1 88
New Auto 1, 036 10,821 121,054 10 117
New Auto Dealer 908 7,011 439,313 8 484
Other Secured 153 13,221 151,887 86 993
Signature 1,265 2,859 261,987 2 207
Used Auto 1,119 7,154 121,590 6 109
Used Auto Dealer 527 3,944 172,139 7 327
Variable Real Estate 1 61,176 1, 692 61,176 1,692
9,320 23,068 2,497,399
Certificates of (1,010,228
Deposit 1,140 19,704 ) 17 (886)
Checking 14,017 1, 989 1,119,458 0 80
CMA Checking 588 19,357 270,309 33 460
Commercial Checking 512 5,614 246,988 11 482
Commercial CMA 35 86,451 (79,932) 2,470 (2,284)
Commercial Shares 4 25,649 681 6,412 170
Individual
Retirement Accounts 385 23,585 (488,280) 61 (1,268)
Regular Shares 17,481 4,485 623,649 0 36
34,162 23,354 682,644
Grand Totals 43,482 23,211 3,180,044
Figure 5. Blended
This exhibit is a restatement of the information
contained in Exhibit 2. The difference from the original
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exhibit is that the loan and deposit products are broken 
out separately. In this way, it is possible to further 
distinguish which products are generating the primary 
share of profit. Further examination in subsequent 
exhibits states the profit or loss independently.
Product Name
Number of
Items
Average
Balance
12-Month Average Per Customer
Profit Balance Profit
Auto Leases 99 0 (1,430) 0 (14)
Charged Off Loans 0 0 0
Commercial Secured 42 16,011 (34,200) 381 (814)
Commercial Unsecured 15 1,488 (9,498) 99 (633)
Fixed Real Estate 20 16,055 (9,156) 803 (458)
Fully Secured 33 2,044 (3,195) 62 (97)
Home Equity 90 3,695 (11,786) 41 (131)
Line of Credit 1,724 182 (122,848) 0 (71)
New Auto 440 7,435 (67,151) 17 (153)
New Auto Dealer 8 316 (5) 40 (1)
Other Secured 22 2,814 (1,725) 128 (78)
Signature 273 829 (10,570) 3 (39)
Used Auto 437 4,485 (52,808) 10 (121)
Used Auto Dealer 5 523 (3) 105 (1)
Variable Real Estate 0 0 0
3,208 3,725 (324,375)
Certificates of
Deposit 1,140 19,704 (1,010,228) 17 (886)
Checking 8,157 983 (281,118) 0 (34)
CMA Checking 116 1,777 (3,360) 15 (29)
Commercial Checking 194 1,278 (5,681) 7 (29)
Commercial CMA 34 40,103 (80,135) 1,179 (2,357)
Commercial Shares 3 75 (138) 25 (46)
Individual
Retirement Accounts 384 8,980 (488,597) 23 (1,272)
Regular Shares 12,268 363 (343,587) 0 (28)
22,296 9,158 (2,212,845)
Grand Totals 25,504 6,441 (2,537,220)
Figure 6. Negative
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This exhibit is a restatement of the information
contained in Exhibit 3. The reader will note that the
difference from the Exhibit 3 is that the loan and deposit 
products are broken out into separate categories. In this 
form of presentation, it is possible to further
distinguish which products are generating the primary-
share of the loss.
Product Name
Number of 
Items
Average
Balance
12-Month Average Per Customer
Profit Balance Profit
Auto Leases 276 19,991 147,754 72 535
Charged-off Loans • '285 4, 908 200,461 17 703
Commercial Secured 34 201,289 258,986 5,920 7, 617
Commercial Unsecured 4 13,263 1,401 3,316 , 350
Fixed Real Estate 27 142,194 64,463 5,266 2,388
Fully Secured 34 5,333 5,394 157 159
Home Equity 549 23,392 372,743 43 679
Line of Credit 1,079 4,930 368,649 5 342
New Auto 596 14,208 188,205 24 316
New Auto Dealer 900 13,706 439,318 15 488
Other Secured 131 23,628 153,612 180 1,173
Signature 992 4,888 272,557 5 275
Used Auto 682 9,824 174,397 14 256
Used Auto Dealer 522 7,366 172,142 14 330
Variable Real Estate 1 61,176 1, 692 61,176 1, 692
6,112 36,673 2,821,774
Certificates of
Deposit 0 0 0 0 0
Checking 5,860 2,996 1,400,575 1 239
CMA Checking 472 36,937 273,670 78 580
Commercial Checking 318 9, 949 252,669 31 795
Commercial CMA 1 132,798 203 132,798 203
Commercial Shares 
Individual
1 51,222 820 51,222 820
Retirement Accounts 1 38,190 317 38,190 317
Regular Shares 5,213 8, 608 967,236 2 186
11,866 35,088 2,895,490
Grand Totals 17,978 35,880 5,717,263
Figure 7. Positive
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This exhibit is a restatement of the information
contained in Exhibit 4. The reader will note that the
difference from Exhibit 4 is that the loan and deposit 
products are broken out into separate categories. In this 
form of presentation, it is possible to further
distinguish which products are generating the primary- 
share of the profit.
This exhibit is a graphical representation of the
information contained in Exhibit 5. Upon careful 
inspection, it becomes clear that the unprofitable loan 
products are creating a drag on the profitable loan
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products. The middle line represents the blending of the 
positive and negative profit by product.
Subject Financial Institution Branch 
Analysis of Deposit Profitability
'Positive —U—Negative '’~£sr‘Blended |
Figure 9. Deposits
This exhibit is a graphical representation of the
information contained in Exhibit 6. Upon careful
examination, it becomes clear that the unprofitable 
deposit products are creating a drag on the profitable 
deposit products. The middle line represents the blending 
of the positive and negative profit by product.
Conclusion
Careful examination of the data contained within
exhibits 2 thorough 9 prompts several interesting
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observations. The most obvious of these findings is the
fact that the "Blended" number, when standing independent 
of the positive and negative components that actually make 
up that amount, makes it appear as though the loan and 
deposit products are generating a significant positive 
return for the business concern. However, closer
examination makes it clear that this blended profit number 
is being negatively affected in the amount of $324,375 for 
the loans, and a staggering $2,212,845 in the case of the 
deposits, a total of $2,537,220. Were it not for the 
downward pressure being exerted by these negatively 
yielding product categories, the "Blended Profit / Loss" 
would coincide directly with the "Positive Profit"
category. To state it another way, elimination of the
losses being generated by these loan and deposit products 
would immediately and directly contribute $2,537,220 to
the overall net•income of the institution.
Often, when one thinks of customer profitability 
management, the first inclination is to encourage the
already-profitable customers to become even more
profitable. Such a strategy may involve product
diversification, increased access to financial services
electronically, the generation of additional fee-based 
revenues, and more. While pursuing such a strategy is a
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worthwhile and ultimately financially pertinent goal, it 
is being contended here that the employment of such 
strategies prior to addressing the financial problem 
imposed by the unprofitable customer is, as they say, 
"putting the cart before the horse," placing what should 
be a higher priority business strategy behind and before 
what should more realistically be addressed only after 
dealing with the unprofitable customer. Given the results 
of the study heretofore explicated, it would seem that the 
primary objective should be to "stop the bleeding", to 
implement strategies that deal immediately and directly 
with the unprofitable customer so that the effects being 
created by such a relationship do not continue to
adversely affect the positive contributions of the
profitable customer. Within the context of the
aforementioned analysis, it quickly becomes apparent that 
elimination of the unprofitable loan and deposit products 
would have the most significant immediate effect on the
bottom line, at least in the short term. The obvious
question, then, becomes this: How does the institution
address the problem of the unprofitable customer? In the 
area of customer profitability management, this is one of
the most critical issues that must be addressed and met
head-on. The management team has a responsibility to
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develop strategies that encourage customer behavior which 
ultimately result in a financially profitable relationship 
for the institution. In certain cases, and for a variety 
of different reasons, the employment of such strategies 
will not always prove successful. Unless there is a 
strategic reason to retain an unprofitable relationship - 
i.e.: to break into new markets, to gain market share in 
existing markets, to provide products that no one else in 
the marketplace is offering, to keep a relationship that 
has been with the institution for many years, and any
number of other such reasons - it then becomes incumbent
upon the management team to develop strategies that will 
ultimately result in processing such customers out of the 
institution, altogether. Although seemingly coarse, in the 
increasingly competitive financial services industry, such 
strategies are becoming more and more commonplace.
Financial Statement Impact 
The numerous regulatory bodies exercising oversight
in the credit union industry use a variety of performance 
measurements to ensure that the institutions are operating
in what can be characterized as a safe and sound manner.
Management must always incorporate into its strategic 
objectives the recognition that any business decisions
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made will have an effect - either positive or negative - 
upon these performance measurements. In the context of 
CRM, it may be asserted that effective control of customer 
relationships will ultimately have the effect of enhancing 
these performance measurements.
One of the primary regulatory agencies exercising 
oversight within the credit union industry nationally is
the National Credit Union Administration (NCUA). The
mission of this quasi-governmental body is described on
its own website as follows:
The National Credit Union Administration, governed by
a three-member board appointed by the President and 
confirmed by the U.S. Senate, is the independent federal 
agency that charters and supervises federal credit unions. 
NCUA, with the backing of the full faith and credit of the 
U.S. government, operates the National Credit Union Share
Insurance Fund (NCUSIF), insuring the savings of 80
million account holders in all federal credit unions and
many state-chartered credit unions (National Credit Union
Administration, 2004).
One of the key ratios by which a credit union is 
ranked by the NCUA as to whether it is operating in a
financially safe and sound manner is the "Net Worth
Ratio", or NWR. Simply stated, the net worth ratio
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measures the ratio of unrestricted equity to total assets. 
The NCUA states its policy as follows:
§ 702.102
Statutory net worth categories.
(a) Net worth categories. Except for credit unions defined 
as ''new'' under subpart B of this part, a 
federally-insured credit union shall be classified as
follows:
(1) Well capitalized if it has a net worth ratio of seven 
percent (7%) or greater and also meets any applicable 
risk-based net worth requirement under §§ 702.103 through
702.108; or
(2) Adequately capitalized if it has a net worth ratio of 
six percent (6%) or more but less than seven percent (7%), 
and also meets any applicable risk-based net worth
requirement under
§§ 702.103 through 702.108 below; or (3) Undercapitalized
if it has a net worth ratio of four percent (4%) or more 
but less than six percent (6%), or fails to meet any 
applicable risk-based net worth requirement under §§ 
702.103 through 702.108; or
(4) Significantly undercapitalized if it (i) Has a net 
worth ratio of two percent (2%) or more but less than four 
percent (4%); or ii) Has a net worth ratio of four percent
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(4%) or more but less than five percent (5%), and either— 
(A) Fails to submit an acceptable net worth restoration 
plan within the time prescribed in § 702.206; or (B) 
Materially fails to implement a net worth restoration plan 
approved by the NCUA Board; or
(5) Critically undercapitalized if it has a net worth 
ratio of less than two percent (2%) .
It can be shown graphically how a thorough analysis of a 
group of customers within a particular institution can 
yield information that, when effectively acted upon, will 
dramatically enhance the profitability and hence the 
aforementioned net worth ratio of that institution. Using 
the data previously analyzed in this report, certain 
objective measurements can be made that demonstrate either 
a negative or positive impact on the key ratios that are 
of primary interest to the regulatory bodies with which 
the institution must comply. (Please refer to Exhibits 3 & 
6 for clarification on the specific amounts being used in
this analysis.)
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Subject Financial Institution
Impact on Net worth Ratio
Removal of Unprofitable Customers
Total Effect 
of
Descriptions
Pre­
Adjustment
Unprofitable
Customers
Post­
Adjustment
03/31/04
12/31/03
09/30/03
06/30/03
779,355,546 
744,512,795 
724,.424,746 
. 726,889,479 2,537,220
779,355,546 
744,512,795 
724,424,746 
. 729,426,699
Average Assets 743,795,642 744,429,947
Regular Reserves - ■ 11, 620, 437 11,620,437
Undivided Earnings 46,294,439 . 2,537,220 48,831,659
Total Equity
Net Worth Ratio
'57,914,876
7.79% 0.33%
60,452,096
8.12%
Positive Effect on Net Worth Ratio 0.33% 0.33%
Percent Change in Net Worth Ratio ' - ' . .4.2 9% 4.29%
Figure 10. Net Worth Ratio
Figure 11. Graph - Net Worth Ratio
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Again, the focus in this instance is not to examine 
the customers that are obviously profitable to the 
institution, but rather to isolate those customers that 
are contributing negatively to the overall financial 
health of the concern, and then to begin creating and 
implementing strategies to either raise those customers to 
a profitable status, or to remove them as customers, 
altogether. ,
There are any number of reasons and account scenarios 
that might cause a customer to become unprofitable. Such 
reasons as might be ascertained through analysis of the 
account information must be addressed in a specific and 
timely manner in order to mitigate the negative effects of 
such an account profile. Failure to continually monitor 
and to take action as appropriate on this issue will only 
serve to exacerbate the negative financial impact imposed
by these customers. Such analysis as might be employed in
this effort must be designed in such a way that will lend 
clarity and insight to the reasons for the unprofitable 
characteristics of individual customers. That analysis 
should, if designed in a reasonable manner, help to guide 
management on a course that will ultimately contribute to 
a stronger, more stable and profitable financial 
condition. Again, the ultimate objective here is to
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isolate the customers that are contributing negatively to 
the financial condition of the company, and then designing 
strategies that will improve their account profile, or 
encourage them to seek financial services from another
institution.
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CHAPTER FIVE
IMPLEMENTATION OF A CUSTOMER
PROFITABILITY SYSTEM
Financial institutions have historically had 
difficulty implementing profitability measurement 
processes. Some of the primary reasons for this difficulty 
include the fact that financial institutions are highly 
compartmentalized in their organizational structure; the
communication hierarchies are ossified, and do not lend
themselves to free and open communication across
organizational lines. It will become apparent that such 
on-going communication is essential to the development and 
maintenance of an effective customer-profitability system.
One effective way to involve the whole organization 
is to establish a profitability steering committee. The 
profitability steering committee should be comprised of 
the company Chief Financial Officer, members of the senior
staff, a representative from the consumer lending
department, the commercial lending department, the deposit 
side of the company, and the information systems unit. The
objectives of such committees can be stated as follows:
• To provide leadership for the profitability
measurement process. Such leadership includes
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authority to approve all measurement techniques 
and methodologies. Given that the overall
objective of profitability measurement is to
provide managers with better information for 
making decisions, the primary focus of the
committee must be with the appropriateness of
the various processes to the organization as a
whole.
• Provide linkage between the profitability
measurement process and all center, product,
customer, line-of-business, and all other
managers. This includes both providing 
information for decision-making, and then 
assessing the results of the decisions made. As 
the measurement of profitability touches all 
aspects of a financial institution's daily life, 
it must be thoroughly integrated into the 
decision-making process at all levels.
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